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P re fa c e
This MAS practice aid is one in a series devoted to the kinds of man
agement advisory services most often provided to a CPA’s small business
clients. Even though the same services may also be provided to large
clients, practitioners’ experience indicates that providing advice and as
sistance to small, closely held businesses often involves considerations
different from those involved in similar engagements for larger busi
nesses. Hence, the nature and depth of the practitioner’s gathering and
analysis of the data may differ when providing services to small and large
businesses. Most important, the personal plans, finances, and desires of
the small business owner may have a significant impact on current and
future operations of a small business, and the practitioner must take them
into consideration when providing advice and assistance.
For members employed in industry and government, MAS small busi
ness consulting practice aids contain information that may be useful in
providing internal advice and assistance to management. MAS small
business consulting practice aids do not purport to include everything a
practitioner needs to know or do to undertake a specific type of service.
Furthermore, engagement circumstances differ, and, therefore, the prac
titioner’s professional judgment may cause him to conclude that an ap
proach described in a particular practice aid is not appropriate.
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In tro d u c tio n
Historically, a business’s selling price was strictly a matter of negotiation
between the buyer and seller and depended primarily on their horse
trading skills. Forecasting future profits and cash flow was usually based
on an eyeball appraisal of the seller's standard of living and influence in
the community.
This situation continued with little change until the Eighteenth Amend
ment, dealing with Prohibition, was passed in 1920. Because of this
amendment, breweries and other businesses connected with the distilling
industry faced the loss of millions of dollars in the intangible value of their
businesses. In response, the Internal Revenue Service issued Appeals
and Review Memorandum 34 (ARM 34). (It was clarified by ARM 68,
issued later in the same year.) ARM 34 suggested using formulas to
determine the intangible value of businesses and to value goodwill for
estate and gift tax purposes. Practitioners applied ARM 34 by adding
the value of goodwill to tangible assets in determining a business’s total
value.
In 1959 the IRS issued Revenue Ruling 59-60, which is regarded as
the most important piece of valuation literature. It outlines the method
and factors to use in valuing closely held corporate stock for estate and
gift purposes. Revenue Ruling 65-192 states that these methods apply
to income and other tax purposes as well and that ARM 34 applies only
if no better basis of valuation exists.
The complexity of today’s business environment makes it important
to know the fair market value1 of a business interest at different stages
in its life. Such valuation may be needed internally when expanding or
reducing business operations or when the business ownership or interest
changes hands. Externally it may be used to meet third-party needs,
such as borrowing money or obtaining insurance protection. Other rea
sons, such as the sale of a business interest, allocation of purchase price,
gift or estate valuation purposes, or divorce, may also require that a value
be determined.
Practitioners who assist their clients in decisions regarding the pur
chase, sale, or merger of a business are often asked, “ How much is the

1. Fair market value is the price at which a willing buyer and a willing seller, both weil
informed about the relevant facts but neither under any compulsion to act, will arrive at an
arm’s length sale of the business interest. Such a price is always determined as of a specific
date and is based upon all pertinent facts and conditions that are either known or might
have been reasonably anticipated on that date.
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business worth?” The answer can be exceedingly complex. Appraisal of
assets, valuation of a going concern or of goodwill, and general envi
ronmental and economic conditions all influence the value of a closely
held business.
The practitioner should be aware of the possible risks in preparing
and presenting a valuation. A valuation is subjective by nature and re
quires conclusions and opinions that might be questioned. An intense
review of the workpapers and documentation could follow and possibly
develop into litigation. The practitioner should consult the Code of Profes
sional Ethics if the service is provided to an audit client.

S c o p e o f T h is P ra c tic e A id
This practice aid provides practitioners with an overview of valuation
engagements for closely held businesses. It includes information to iden
tify client valuation needs, offers several methods of valuing a business
or its components, illustrates the application of these methods, and pro
vides a list of more detailed publications.2 Since business valuation is
not an exact science, the practitioners need to apply knowledge, ex
perience, and professional judgment in adapting valuation methods to a
specific situation.
In performing business valuation engagements, practitioners are ad
vised to review appropriate professional literature to determine the ac
countant’s reporting requirements if the report contains historical financial
statements or prospective financial statements intended for third parties.
Historical financial statements in this practice aid are shown only to il
lustrate valuation methods. Reporting requirements are not addressed.
The valuation techniques described in this document apply when the
valuation is for an ongoing business. If valuation is for a liquidation, the
techniques may need modification.

2. Many books, articles, IRS rulings and procedures, court cases, and industry publications
provide sufficient detail to assist practitioners in applying specific valuation procedures and
techniques. If appropriate, CPAs may utilize the assistance of experts with credentials in
specialized areas. Continuing professional education courses sponsored by the AICPA and
other organizations may also be useful.
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T y p ic a l E n g a g e m e n ts
Mergers, Acquisitions, and Spinoffs
One company may acquire or be acquired by another company, usually
through an exchange of stock, cash payment(s), or both. In some cases,
both companies need to be valued to establish a fair exchange or pay
ment. If there is a buyout, only the company being purchased needs to
be valued. The involved parties determine whether to value the com
panies as separate entities or as an assumed combination.
Allocation of Acquisition Price

When a business is acquired, a valuation is often necessary to support
an allocation of the total purchase price of its assets for financial reporting
and tax purposes. The IRS normally does not question the allocation in
a sales contract if it is reasonable and at arm’s length, but recent IRS
regulations increase the potential for penalties. However, if no allocation
is provided in the sales contract, the buyer and seller may have different
opinions on the business’s value. Identifying each asset’s value may be
necessary to appropriately allocate the asset. Furthermore, the potential
for unsatisfactory income tax liabilities often dictates a valuation of the
business so that the parties will not experience surprises.
Liquidation or Reorganization of a Business

Closely held companies with two or more definable divisions may be split
up or spun off into separate corporations. Reasons for doing this can
include estate tax considerations, family conflict, or sale of only part of
the total business. Valuations are usually necessary for tax purposes,
financial reporting, and, if applicable, to equitably distribute the assets
among family members. On liquidation of a corporation, an expert val
uator’s allocation of the assets distributed to the shareholders may be
required to substantiate subsequent depreciation and other deductions
claimed by the shareholders.
Buy-Sell Agreements
A buy-sell agreement allows a partner or shareholder(s) in a closely held
business to acquire another partner’s or shareholder’s interest if that
partner or shareholder withdraws from the business. The agreement con
tains a designated amount, which is updated periodically, or a formula
to determine the price the remaining owners or the entity will pay to
acquire the interest. Payment terms and conditions of sale are also pro
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vided. A client may ask a practitioner to assist in determining which
valuation method is appropriate in such an agreement.
Minority Shareholder Interests
Many states allow a corporation to undertake a merger, dissolution, or
other major organizational change without unanimous shareholder con
sent. (Prior to the enactment of these statutes, unanimous consent was
required under common law.) To prevent a negative impact on dissenting
minority shareholders, many statutes also contain an “ appraisal remedy.”
It is meant to compensate dissenters for the loss of rights and interests
that they had reasonably expected to retain in the preexisting corporation
and to replace the veto power that they had under common law. Dis
senting shareholders may, if they choose, obtain an independent val
uation of their interests in the corporation to establish the amount of
compensation.
The value is determined as it existed before the change on which the
valuation right is based and would not take into account any influence
that the proposed change might have on the overall value of the cor
poration. Such value is often determined under the definition of fair value
in statutes and case law within each state. The definition of fair value will
usually be equivalent to fair market value. However, it is advisable to
seek legal counsel for clarification, if possible. Such counsel may be
essential before addressing issues such as minority interest discounts
or premiums for control.
Financing
Financial statements present information about a business based on his
torical amounts. For a new business, the traditional statement may closely
reflect estimated current value. However, this is generally not the case
for an established business that has developed a going-concern value
or goodwill, or both, over the years. The business may have created
special trademarks, patents, customer lists, or other intangibles that are
not reflected on the financial statements. Furthermore, certain assets of
the business, such as real estate and equipment, may be worth signifi
cantly more than their book value. Providing a practitioner’s valuation of
the business to a lender and potential investors may support manage
ment’s opinion about the market value of the business and thus assist in
obtaining additional funds.
Employee Stock Ownership Plans
An employee stock ownership plan (ESOP) is an incentive ownership
arrangement funded by the employer. Generally, employer stock is con
4

tributed instead of cash. ESOPs provide capital, liquidity, and certain tax
advantages for private companies whose owners do not want to go pub
lic. An independent valuator must value the stock annually and determine
the price per share to support the employer’s deduction for the contri
bution to the ESOP.
Incentive Stock Option Considerations
An employee pays no taxes when granted an incentive stock option or
when exercising it. The employee pays taxes when selling the stock
received through exercise of the option. To qualify as an incentive stock
option, a stock’s option price must equal or exceed its fair market value
when the option is granted. Accordingly, the valuation of a closely held
company significantly impacts its incentive stock option plan.
Return on Investment
The owner of a closely held business evaluates company performance
in many ways, with analysis of return on investment (ROI) probably the
most common method. The business owner compares the company’s
ROI to the ROI available elsewhere in the market to determine profitability.
Adjustments may be needed for special owner fringe benefits, extraor
dinary compensation, or nonrecurring items. It is more useful to evaluate
ROI based on the owner’s investment at current fair market values than
on traditional book values.
Initial Public Offering
A substantial amount of legal and accounting work must be done to bring
a private business to the public marketplace. From a financial standpoint,
the corporation’s accounting records and statements are put in order,
the capital structure may need enhancement, and executive benefit plans
may need revisions. Most important, the corporation’s stock would be
valued for the initial offering. The underwriter exercises a great deal of
judgment about the price the public may be willing to pay for the stock.
Factors such as prior years’ earnings, potential earnings, general stock
market conditions, and share prices of comparable companies need to
be considered to determine the final price. The client may ask the prac
titioner to support the offering price by performing a valuation. In order
to avoid a conflict of interest, the practitioner would not participate in the
initial public offering.
Adequacy of Life Insurance
The interest in a closely held business is often the major asset in an
owner’s estate. But this asset’s nonliquid nature requires that extra care
5

be taken in determining whether sufficient liquidity from other sources
will be available to pay taxes and administrative costs as well as to meet
the immediate needs of the surviving family. Life insurance most often
provides the needed liquidity. A valuation in the form of an MAS en
gagement or consultation may be needed to establish the business own
er’s life insurance needs. This valuation would be coordinated with buysell agreements, which may already exist or are contemplated, in order
to maximize consistency and credibility.
Litigation
An increasing number of attorneys rely on an expert’s valuation of a
closely held business in connection with various kinds of litigation. A
practitioner’s valuation provides an attorney with supporting data to de
velop a strong and well-defined strategy in a case. Following are some
common litigation situations in which a valuation may be required.
Divorce

In divorce proceedings, all the couple’s assets and liabilities must be
disclosed to the court and valued. Part of the marital estate often includes
an interest in a closely held business. Typically, the court awards the
family business to one spouse, and the other spouse receives another
asset or assets of equal value as compensation. Although the couple
sometimes agree on the value of the business interest, frequently the
spouse receiving the business claims a value that is relatively low com
pared to the higher value asserted by the other spouse. In such cases,
the attorneys may request an expert’s independent valuation of the busi
ness interest to use for trial and settlement. In addition, the practitioner
may analyze the business’s accounting records, invoices, and receipts
to determine if the owner-spouse’s business cash flow is adequate to
pay alimony or other types of support.
Compensatory Damage Cases

A valuation may be necessary in lawsuits charging loss of value of a
business due to factors such as patent infringement, illegal price-fixing,
breach of contract, assertions of poor management brought by minority
shareholders, and just compensation for lost profits resulting directly from
eminent domain proceedings.
Insurance Claims

Cases involving risk-insurance claims focus on the loss of income due
to business interruptions and the value of such separate business assets
as inventory and equipment. A valuation may be required to support the
6

owner’s position. Loss of income would be determined on documentable
lost profits. The value of individual business assets such as inventory and
equipment would be based on the replacement cost of the assets.
Estate and Gift Taxes
The valuation of a closely held business is important to estate planners
as they review the significance of the unified estate and gift tax credit
and its impact on lifetime transfers of property. Practitioners are urged
to consult sections 2031 and 2501 and related sections of the Internal
Revenue Code for more specifics on the unified estate and gift taxes.
In addition, the Internal Revenue Code provides special privileges for
the redemption of stock in a closely held company when the owner dies
and the value of the stock represents more than 35 percent of the gross
estate. Practitioners need to be aware of the alternatives under section
303.
Charitable Contributions
An owner of a closely held business may wish to give part or all of his
interest in a business to a favorite charity. Current tax laws encourage
charitable donations by permitting a tax deduction equal to the fair market
value of certain appreciated capital gains property. For gifts of property
in excess of five hundred dollars, the IRS requires that the donor attach
to the income tax return information supporting the deduction for the year
in which the gift was given. If the amount of the tax deduction warrants
the expense, the donor can obtain a valuation of the gift when it is given.
Furthermore, recent legislation requires that a valuation be submitted if
the value of the gift exceeds five thousand dollars.
Government Actions
Government actions sometimes have the effect of reducing a business's
value. For example, a business may have to forfeit a prime location to
accommodate freeway construction. Although the business can relocate,
its value may be adversely affected. An expert’s opinion on the monetary
impact of the condemnation may be necessary to support the business
owner’s claim or the government’s offer. In addition to valuation tech
niques, the valuator would become familiar with the neighborhood in
which the business is located and the corresponding goodwill or the
established value generated from such a location, or both. Complete
projections may be required to calculate damages. In these situations it
is important to clearly label the appraisal as hypothetical, to state the
legitimate purpose(s) for which the appraisal is intended, and to outline
the “what if” conditions.
7

E n g a g e m e n t C o n s id e ra tio n s
The practitioner makes several determinations before beginning an en
gagement. Familiarity with the client’s background and the nature of the
business is a prerequisite for engagement acceptance. The practitioner
also determines the purpose for the valuation, the qualifications and tech
nical resources needed to complete the engagement, and the availability
of sufficient client data to arrive at a conclusion of value.
Letters. The practitioner prepares an engagement letter and submits it
to the client. It documents the engagement understanding by clearly
delineating the scope of services the practitioner will provide and the
anticipated reporting format.3 It also indicates when an appraiser will be
used. The business being valued prepares a representation letter for the
practitioner that documents the bases of the information disclosed. If an
engagement involves projected or forecasted information as part of the
valuation report, the representation letter considers the requirements
specified in the Statements on Standards for Accountants’ Services on
Prospective Financial Information.
Report. The practitioner’s valuation report includes appropriate disclaim
ers and limitations on the uses of the report. It may also include an
appraiser’s report as an attachment. In all circumstances, the practitioner
discloses the nature and extent of his association with the valuation report.
Examples of an engagement letter, representation letters, and a val
uation report cover letter are presented in appendix C.4

T a x C o n s id e ra tio n s
Tax considerations do not have a direct impact on establishing the value
of a closely held business. However, to the extent that tax obligations
represent a liability, a practitioner considers them in determining the
overall value of a closely held business. Some aspects to evaluate include
the form of the business, potential tax deficiencies, and IRS guidelines.

3. For additional information on the understanding with the client, see Statements on Stand
ards for Management Advisory Services No. 2, MAS Engagements (New York: AICPA, 1982).
4. The letters are adapted from the AICPA continuing professional education course Val
uation of Business and Professional Practices With Revenues Under $20 Million by Arthur
L. Crandall.
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Tax considerations play a much more significant role in negotiating
a business’s final purchase price during its acquisition or sale. The buyer
and seller in a business acquisition transaction need to consider, for
example, the tax aspects of the form of acquisition (stock versus assets),
noncompetition agreements, goodwill and going-concern value, recap
ture of depreciation or investment tax credits (ITC), or both, and tax rates.
These and other considerations are beyond the scope of this practice
aid.
Form of the Business
In valuing a business, a practitioner considers its legal form to determine
if all tax liabilities have been satisfied in an appropriate manner. If the
business is a proprietorship, a partnership, or an S corporation, the tax
attributes pass through to the individual owners. If the business is a
regular corporation, it accrues and pays income taxes itself. The prac
titioner needs to know the tax implications of each business type and be
satisfied that all tax liabilities have been considered. Therefore, the prac
titioner needs to consider differences in legal forms in the appraisal proc
ess. He should not compare taxable arid nontaxable businesses without
providing adjustments for the differences.
Potential Tax Deficiencies
The practitioner meets with the accountant for the business being valued
to discuss tax positions taken in the returns and any potential tax defi
ciencies related to them. If a tax position may be subject to adjustment
by the IRS, it would be evaluated to identify any contingent liabilities that
may affect the entity’s value.
In valuing any enterprise, the practitioner makes certain that all tax
returns have been filed. In addition, the practitioner obtains prior returns
to determine if any obvious problems exist. A practitioner who learns that
a revenue agent’s review is in progress determines, as much as possible,
the issues raised by the agent and their potential tax liability effect on
the entity.
Internal Revenue Service Guidelines
Practitioners need to review and consider each of these IRS guidelines
in valuing a closely held business:
1. ARMs 34 and 68 discuss the formula method for valuing goodwill.
2. Revenue Ruling 59-60 is the most important summary work on val
uation theory.
9

3. Revenue Ruling 65-192 modifies Revenue Ruling 59-60 by providing
that the theory in 59-60 is applicable to income and other taxes as
well as to estate and gift taxes.
4. Revenue Ruling 65-193 approves only those methods whereby val
uations can be separately determined for tangibles and intangibles.
5. Revenue Procedure 66-49 deals with how the IRS arrives at valuations.
It also provides additional insight into how a practitioner might report
information to a client in a valuation report.
6. Revenue Ruling 68-609 discusses the return on tangible assets and
capitalization rates for intangibles when a formula approach can be
used. This ruling clarifies and expands ARM 34.5
7. Revenue Procedure 77-12 describes acceptable methods for allo
cating lump-sum purchase price to inventories.
8. The appellate conferee’s valuation-training program, published by
Commerce Clearing House as an extra edition to its Standard Federal
Tax Reports, is referenced as IRS Valuation Guide for Income, Estate
and Gift Taxes (which is Commerce Clearing House publication Extra
Edition No. 44, dated October 10, 1985) and reviews the entire area
of the IRS position on valuations.

V a lu a tio n M e th o d s
The valuation process is an art and not a science, and the results may
vary depending on the methods used. A practitioner can use numerous
methods to value a business, although circumstances generally dictate
which method to use. The methods described below represent the most
popular approaches. Appendixes A and B contain examples of how to
use some of these methods.
Industry Methods
Many industries and professions use rule-of-thumb formulas to determine
value, but if used alone such formulas may not result in an appropriate
valuation. A rule-of-thumb formula is a limited approach to valuing a
business because the economic forces that determine the variables af
5. The term formula method for computing the goodwill portion of value in current use
(post-1968) is more specific than Revenue Ruling 68-609 as regards calculations. The
formula method specifies averaging techniques and recognizes that statistics are gathered
using an income statement rather than balance sheet orientation. It also considers officer’s
compensation as an element of earnings.
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fecting the valuation are constantly changing, and rules of thumb do not
consider these changing forces. In other words, according to the defi
nition of fair market value, rules of thumb do not consider forces affecting
the current market. Nonetheless, practitioners should consider using in
dustry methods as a starting point. The resulting value can then be
adjusted for the specific characteristics of the business, such as product
or client mix, specialty product or service, performance ratios, capital
structure, and the importance of the owner’s relationship with clients and
suppliers.
Fixed Price Method
With the fixed price method, most often used in buy-sell agreements, the
partners or shareholders set a value for the business at the outset, in
case one of them wishes to sell his interest to the others later on. They
periodically update the price to maintain the integrity of the buy-sell agree
ment. Buy-sell agreements often contain provisions allowing for another
valuation method if the fixed price is not updated. An obsolete price can
lead to disputes among owners and with the IRS. The fixed price method,
which has a provision for regular updating, is simple to draft and easy
to understand, is more appropriate for estate planning, and minimizes
disputes.
Balance Sheet Methods
Net Worth, or Book Value

A practitioner valuing a company with the net worth, or book value,
method uses its net book value as shown on its most recent balance
sheet. Although relatively simple, book value almost never reflects a com
pany’s fair market value. Factors such as intangible assets and appre
ciation of certain assets above book value are normally not included.
Several court cases have held that book value is not a realistic value.
Tangible Net Worth,
or Book Value of Tangible Assets

Valuation using tangible net worth, or book value of tangible assets,
resembles the net worth approach, but the practitioner subtracts re
corded intangible assets from the company’s book value. This results in
net book value of only the company’s tangible assets. As with the net
worth method, this value may be useful for certain ratio analyses but
usually does not reflect the company’s fair market value. However, the
practitioner may use it as a starting point in the valuation process.
11

Economic Net Worth,
or Adjusted Book Value

A frequently used valuation method is economic net worth, or adjusted
book value. It is often considered most appropriate for valuing real estate
holding companies, investment companies, and businesses that will be
liquidated. With this method, the practitioner adjusts the company’s book
value to reflect the market value of the tangible assets and recorded
intangible assets. He then makes an adjustment for unrecorded intangible
assets, commonly goodwill, that will carry with the business. Discounts
may be taken for either lack of marketability, minority interests, or both.
Market analogs are used to measure these discounts. (See “ Capitalization
of Excess Earnings” under “ Income Statement Methods.” )
Analysis of Balance Sheet Methods

In valuing businesses and for estate and gift tax purposes, balance sheet
methods are often not afforded much weight when valuing most profitable
operating businesses. In those situations, practitioners frequently use an
income statement method involving earnings or other similar methods.
In fact, Revenue Ruling 59-60 states earnings should be the most im
portant criterion when appraising an operating company. For example,
a practitioner may use an earnings approach for a real estate holding
company that has long-term leases with rents above or below current
market rates to value it most appropriately.
Another important factor in balance sheet methods is the difference
between in-use value and liquidation value of plant and equipment. In
adjusting book value to reflect market value of assets, a practitioner uses
in-use value unless the company is on the verge of liquidation. In-use
value usually results in a higher value than liquidation value due to the
going-concern concept.
Income Statement Methods
Capitalization of Earnings

Valuation using capitalization of earnings emphasizes the earnings po
tential of a business and is probably a widely used method for ongoing
businesses. A prospective purchaser would place primary importance
on the earnings potential of a business. The business’s assets count as
part of the overall income-producing entity rather than as separately
functioning property, and their value must be determined accordingly.
The courts have recognized this and have used the earnings approach
or some variation of it in dealing with established companies.
Typically, a practitioner uses earnings for the prior five years to project
earnings capacity, making adjustments to each year’s earnings to com
12

pensate for unusual and nonrecurring items, such as officer compen
sation, LIFO inventory, and certain tax credits. Adjustments must,
however, fit the purpose of the valuation. For instance, carte blanche
family-salary adjustments cannot be made in the context of a minority
interest valuation. The practitioner often weights the adjusted earnings
according to recency; that is, he usually gives the most recent year a
weight of 5, the second year a weight of 4, and so on. This weighting
scheme may vary depending on circumstances, particularly with more
complicated and involved valuations. With such valuations a more sta
tistically valid weighting technique may be considered to substantiate
estimated earnings power.
The estimated expected earnings power is multiplied by an appro
priate capitalization factor (the inverse of the capitalization rate) to arrive
at the total value of the business. The practitioner multiplies the owner’s
percentage interest by the total value to compute the share’s value before
taking any discounts for lack of marketability and minority discounts. He
may have to make adjustments for preferred stock.
If a company has significant investment income, such as interest,
dividends, and rents from nonoperating property, the practitioner reduces
earnings by the investment income and recalculates income taxes ac
cordingly. Thus, the value computed under the earnings method is at
tributable to only the operating business. The practitioner then adds the
fair market value of the nonoperating assets to the value of the operating
business to arrive at the total value of the company. Here, too, additional
discounts may be warranted.
Revenue Ruling 59-60 states that the most important factors in de
termining a capitalization rate are the nature of the business, the risk
involved, and the consistency of earnings. A good starting point for de
termining the appropriate rate is the price-earnings ratios of comparable
publicly traded companies. The inverse of the price-earnings ratio is the
capitalization rate. Essentially, the capitalization rate depends on the
business and financial risk of the company and is the minimum rate of
return an investor would expect. In determining the capitalization rate the
practitioner also considers the prime interest rate.
In conclusion, developing a capitalization rate is very complex. Con
sideration is given to market forces and the riskiness of the income stream.
Much has been written on the subject, and the sources listed in the
Bibliography provide only a sample of available literature on capitalization
rates.
Capitalization of Excess Earnings

As previously discussed, the IRS has relied heavily on ARMs 34 and 68
and Revenue Rulings 59-60, 65-192, 65-193, and 66-609 to value a busi
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ness’s identifiable assets and intangibles. The method employed in cal
culating excess earnings is the same as that just described for capitalized
earnings, except for a few additional steps.
After obtaining the average weight-adjusted earnings figure, the prac
titioner computes a reasonable rate of return on the weighted average
of net tangible assets. The practitioner weights net tangible assets based
on a five-year history in a fashion similar to that for capitalized earnings.
If the reasonable earnings return on the net tangible assets is less than
the weight-adjusted earnings, then the practitioner assumes the company
has excess ability that is clarified as identifiable intangible assets or
goodwill.
The final steps in the process involve capitalizing the excess earnings
by using appropriate factors (the inverse of the capitalization rate). The
practitioner computes the value using a multiple and then adds this value
to the adjusted net tangible assets (see “ Economic Net Worth, or Adjusted
Book Value” on page 12) to arrive at a valuation. He may discount for
minority interests, lack of marketability, high-risk industries, and so forth.
Cash Flow Capitalization

A practitioner can use either pretax or after-tax cash flow to determine
capitalization. He uses pretax cash flow when he doesn’t know the po
tential buyer’s income tax situation. Pretax cash flow requires a higher
capitalization rate (and thus a lower capitalization factor) than after-tax
cash flow.
The cash flow capitalization method assumes the business is free of
debt. The potential buyer may have the option of structuring the debt
and equity according to his needs. Any existing debt that the potential
buyer assumes is subtracted from the capitalized cash flow value. A
practitioner may find this method useful for valuing service-oriented firms.
Discounted Cash Flow Capitalization

Often a practitioner needs to forecast future cash flows to prove that a
business’s asking price can be recouped out of future earnings. The
process of forecasting future cash flows can also be used to calculate
a business’s present value. Assuming a disposition of the business in
five years, the steps are as follows:
1. Forecast future cash flows for at least five years. These cash flows
should be net after taxes, debt service, working capital requirements,
and anticipated capital investments.
2. Discount each year’s cash flow as computed using the discount rate
to determine the present value of cash flows.
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3. Discount the estimated fair market value of the business in the terminal
year to the present.
4. Add the present values of the net cash flow to the terminal value.
If the valuation includes financial forecasts, the practitioner needs to
follow AICPA guidelines for prospective financial information.6
Price-Earnings Factor

The price-earnings factor is similar to the capitalization-of-earnings ap
proach. A practitioner determines a business’s factor by referring to priceearnings factors of comparable publicly traded corporations or by cal
culating a fair rate of return based on the nature of the business, its risk,
and prevailing interest rates. Usually the practitioner multiplies the most
recent year s earnings per share by the factor to arrive at the value per
share. He removes extraordinary and unusual items from earnings. The
practitioner can use a weighted-average earnings figure if the most recent
year does not represent the earnings trends or if the current P-E ratio is
distorted.
Dividend Capitalization

A company’s ability to pay dividends rather than actual dividends is the
basis for establishing value under dividend capitalization, because min
imization of dividends is typically the case in a closely held corporation.
Revenue Ruling 59-60 states that the dividend-paying capacity of a busi
ness should be considered. However, a practitioner usually finds this
capacity difficult to measure since he needs to consider liquidity, current
and retained earnings, and the capital structure. In addition, a business’s
reasonable needs and expansion plans may severely limit dividends. The
practitioner adjusts earnings to remove officers’ perquisites, officers’ ex
traordinary salaries, and nonrecurring items. Dividends paid by com
parable publicly traded companies measured as a percentage of
earnings or discounted for lack of marketability can serve as a guide.
The practitioner capitalizes the estimated amount available for dividends
by using the yield rate of the comparable publicly traded companies.
Although dividend-paying capacity has not been the most important fac
tor in court decisions, practitioners need to consider it.

6. See Statement on Standards for Accountants’ Services on Prospective Financial Infor
mation, Financial Forecasts and Projections (New York: AICPA, 1985). The Guide for Pro
spective Financial Statements (New York: AICPA, 1986) also contains useful guidelines
dealing with CPAs’ consideration of assumptions when preparing pro forma financial state
ments.
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Comparable Sales Method
An important indicator of a business’s value is its actual sale or sales of
comparable businesses. The more information available about recent
sales that are comparable to the business being valued, the easier it is
to determine a business’s current value. The practitioner needs to obtain
and analyze as much information as possible concerning such sales.
The practitioner identifies factors such as minority stock sales, non-arm’s
length transactions, and buy-out payments disguised as compensation
or consulting fees in order to draw proper comparisons. The IRS and the
courts have considered recent comparable sales or valuations an im
portant valuation basis.
Comparable Company Prices Methods
In comparing company prices, a valuator matches a closely held business
with a company whose stock is publicly traded. To be comparable, the
closely held company should be in the same or a similar line of business
as the publicly traded company. However, an exact match is not required
because in many cases the closely held company’s business may be
highly individualized, and publicly traded companies are often diversified
into several different businesses. The companies should be reasonably
alike in such things as size, product, performance ratios, diversity, and
organizational structure. A valuator considers as many comparable as
pects as possible.
A limitation of the comparable company approach is that it must
compare company to company. Generally, it is inappropriate to compare
a private company to a division or profit center of a public company
unless that portion of the company clearly dominates the public com
pany’s business activity. Since the object of the methodology is to arrive
at appropriate multiples to relate financial performance and structure to
market values, comparison must be made to the public company overall
to achieve meaningful results. In addition, a fully integrated company
does not provide a good sense of market value for a single-function
company, such as one engaged strictly in distribution.
Several reports enable a valuator to locate companies by industry.
Available sources include Dow Jones-Irwin, Standard and Poor’s,
Moody’s, various computer databases, various trade association reports,
and the annual reports of publicly traded companies.
The three common ratios a valuator uses to value minority interests
are discussed below. Other ratios may be more applicable depending
on the particular circumstances of the valuation.
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Price-Earnings Ratios

The price-earnings ratio is computed by dividing the average annual
price per share as of the valuation date by the annual earnings per share
or by some more current earnings figure such as the trailing twelvemonths calculation. The earnings are adjusted for extraordinary nonre
curring items and differences in account ng methods.
Price-Book Ratio

The price-book ratio is calculated by dividing the stock price by the book
value of the company. This ratio is appropriate when a book value method
constitutes a better measure of a closely held corporation’s value than
the earnings approach. It can also complement the earnings and cash
flow approaches.
Price-Dividend Ratio

The price-dividend ratio is the current stock price divided by the current
dividend declaration rate. This ratio may not be a practical comparison
for a closely held corporation since private companies usually try to
minimize dividends to avoid double taxation. It is almost never applicable
in the context of a sale or merger valuation.
Combination of Methods
Revenue Ruling 59-60 does not support a combination of methods to
value a business. However, in some circumstances, practitioners may
find that no single valuation method is most appropriate, but that a com
bination of methods is best. Some courts have supported a combination
of methods that gives greater weight to income methods. Practitioners
should review IRS positions on this matter.
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APPENDIX A

Illustrative Industry Guidelines Methods
Very little has been written about industry guidelines for valuation. Two authors,
Glenn M. Desmond and John A. Marcello, have explored this area in depth. Their
formula-based approach is not applicable to all industries. Two industries that
lend themselves to this approach, accounting practices and drinking places,
follow as brief examples taken from Mssrs. Desmond and Marcello’s forthcoming
book, Portfolio of Small Business Valuation Formulas*
The practitioner is encouraged to obtain data provided by the industry being
examined. If available, it can provide very reliable valuation information.

*There are many other rule-of-thumb formulas described in Portfolio of Small Business
Valuation Formulas and other publications. (See the Bibliography.) This practice aid does
not present an exhaustive list or illustrations of these other formulas.
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Exhibit 1

Sample Valuation Formula for Accounting and Bookkeeping
Practices
Business Description (SIC No. 8930)
Establishments primarily engaged in furnishing accounting, auditing, bookkeep
ing, and tax services. They include the following:
• Accounting services
• Auditing services
• Billing and bookkeeping
• Payroll and accounting services
• Public accounting and certified accounting practices

Formula Description
Valuation formulas for accounting practices are generally based on a multiple of
the most current twelve-month gross fees plus the net asset value. Multipliers
range from 50 percent to 200 percent, with 75 percent to 150 percent more
typical. Revenue multipliers at the high end of the range tend to be applied to
firms with high fee structures and a history of profitability, a high business-client
retention level, a good reputation, and longevity in their present locations.
To complete the valuation, a valuator adds other business assets and deducts
liabilities to the value derived from the multiplier. This formula may not apply to
larger, regional, or national accounting and auditing firms.

Valuation Considerations
When valuing accounting and bookkeeping practices, the valuator needs to
consider the composition of the revenue stream, that is, yearly audit fees, indi
vidual tax return clients, and other client services. Another important factor, the
potential attrition rate of the client base, is influenced by the transferability of
accounts and the type of clients.
Transferability of Accounts
In the transfer of accounting firms, the key person with the selling company
generally stays with the new firm for a period of time. If the key person does not
assist in the transition, client attrition would likely occur and this could affect
future revenues. In addition, key persons generally account for a high percentage

Note: The material in exhibits 1 and 2 is reprinted with changes from Glenn M. Desmond
and John D. Marcello, Portfolio of Small Business Valuation Formulas (Marina del Rey, Calif.:
Valuation Press, forthcoming) by permission of the authors. For another reference to this
industry, consult “Valuation of a Practice,’’ section 107.04 in the AICPA Management of an
Accounting Practice Handbook.
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of the fees generated since they are most senior in the firm and command higher
client billing rates.
If the key person is not available, the valuator reviews the percent of the practice
serviced primarily by staff who can ease the transition period and increase client
retention. Studies have found client retention is greatest when—
1. The buyer and client are located in the same city, especially when the city
is small.
2. The seller has served the clients for more than three years.
3. The seller guarantees the buyer a letter of introduction.
4. The seller’s gross fees have been increasing.
5. The buyer and seller are fairly close in age.
A multiplier of 125 or higher may be appropriate if all these conditions are met.
To mitigate the client transferability problem, the buyer in many transactions
agrees to pay a percentage of all fees charged to the existing clients for a
specified time period, often five years. With this payment option, the true value
of the transaction is not known until the end of the specified time period. The
practitioner, however, should analyze and investigate the potential attrition rate
for clients and, in addition, discount the anticipated income stream for the de
ferred receipt of the money.
Types of Clients
The types of clients and the length of time the firm has served them affect the
gross revenue multiplier. A higher multiplier is generally paid for full-service com
panies with larger, long-term clients. The client list and workpapers need to be
examined to determine the quality of work, the reasonableness of engagement
fees, and the potential for increasing fees or providing new services. However,
it is important to check the ethical and legal aspects of letting outsiders see
various workpapers.
Client ‘‘ quality” factors to review include industry classification, geographic
distribution, maturity of the company, growth potential, the types of services
rendered to it by the firm, and the firm’s record of collection for services. Practices
with significant revenue derived from annual audit clients rather than yearly in
come tax preparation generally receive a higher multiplier. Determining the actual
number of clients and the fee dispersion may indicate how easy transferability
will be. A practice with only a few clients dominating its revenue base has a
greater risk of decreased future gross fees due to attrition. One suggested method
of developing a gross multiplier is to apply different multiples to each segment
of the revenue based on probable retention levels. For example—

Audit
% of revenues
Estimated gross
multiplier
Weighted %

Corporate
Tax

Individual
Tax

Other

50

40

8

2

130
65

75
30

50
4

50
1
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Accounting and Bookkeeping Value Formula
Procedure
Step 1: Review and make a comparative analysis of income and expense for the
last five years.
Income and Expense Summary
for Twelve Months Ending June 30
19X7
Total fees
Operating expenses

19X6

19X5

19X4

19X3

$387,482 $352,841 $362,811 $345,810 $325,123
302,235 274,560 282,360 268,410 252,525

Net operating profit

$ 85,247 $ 78,281 $ 80,451 $ 77,400 $ 72,598

Note: Besides current-year fees (19X7), the remainder of the data is presented to show
trends and relativity.

Step 2: Adjust the balance sheet to reflect market value of tangible assets.
Balance Sheet Summary
as of June 30

Assets
Current assets
Cash
Accounts receivable
Work in progress
Total current assets
Fixed assets
Furniture, fixtures, and
equipment (net)
Total assets
Liabilities
Tangible equity

19X6

19X7

Restated at
Market Value
on Value Date

$ 23,184
135,790
8,490

$ 25,186
143,180
8,375

$ 25,186
130,500
7,760

167,464

176,741

163,446

65,188

70,142

105,000

232,652
106,840

246,883
111,538

268,446
111,583

$125,812

$135,345

$156,863

Note: 19X6 is presented to show comparability and consistency.
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Step 3: Apply the formula.
Formula Valuation by Use of
Annual Net Fees Multiplier
Net fees (fiscal year end 6/30/X7)
Annual multiplier

$387,482
100%

Indicated value
Plus adjusted market value of assets
Current
Fixed

387,482

Total gross value
Less liabilities

655,928
111,583

Net value of equity

163,446
105,000

$544,345
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Exhibit 2

Sample Valuation Formula for Cocktail Lounges

Business Description (SIC No. 5813)
Establishments primarily engaged in the retail sale of drinks such as beer, ale,
wine, liquor, and other alcoholic beverages for consumption on the premises.
They include the following:
• Bars
• Beer gardens
• Saloons
• Taprooms
• Taverns

Formula Description
Value multipliers for cocktail lounges generally range from four to twelve times
the monthly gross income, with five to seven times more typical. The number of
months of gross income paid for the business relates primarily to such factors
as the business’s longevity, stability, location, condition of the fixtures and equip
ment, competition, and the lease, if there is one. The indicated value resulting
from the use of a monthly multiplier is specifically for furnishings, fixtures, equip
ment, and intangibles. Other business assets acquired must be added to the
indicated multiplier value. A liquor license, for example, if transferable, is restated
at current market value and added. Additionally, if accounts receivable, inventory,
or other assets are included, they are revalued and added to the value indicated
by the multiplier. Conversely, the liabilities to be assumed are deducted.

Valuation Considerations
In restating assets and liabilities at their market value near the date of valuation,
a number of considerations exist. Accounts receivable are aged and analyzed
according to their collectibility, and a physical count of the inventory is made
near the close of the sale. In addition, the liquor license, the lease, and the
business’s location are important factors.

The Liquor License
The major adjustment in value is generally in the reevaluation of the liquor license
Licenses are often controlled by state agencies, and depending on the type of
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license and transferability restrictions, the licenses may develop a significant
intrinsic value. Examples are as follows:
1. Establishments serving beer and wine usually have a substantially smaller
investment in a license than those selling liquor.
2. A business licensed as a cabaret may have a higher value than an estab
lishment licensed only to serve liquor and/or beer and wine.
3. Businesses licensed for liquor sales may be permitted to combine these sales
with food sales. Such licenses are normally of slightly higher value than liquoronly licenses.
Normally, no new general licenses may be sold or transferred for two years
from the date of purchase. Any license changing hands within five years after
issuance must be sold for the purchase price. Thereafter, a license offered for
sale brings the current market value. A thorough analysis of individual state
licensing laws needs to be conducted, as they differ substantially from state to
state.
Buyers interested in purchasing an existing license should also carefully
check pending state and local legislation that might increase the number of
licenses in the area. A glut of cocktail lounges on the market might indicate
prospective changes in legislation or community attitudes that could potentially
reduce the license’s value. Historically, the license's market value can indicate
a trend toward such attitudes, and they need to be considered.
The Lease
The purchaser carefully reviews the existing lease terms before making an offer
to buy a cocktail lounge. A long-term lease with favorable rental rates is worth
considerably more than a short-term lease. In some instances the seller is the
owner of the property and a new lease must be negotiated.
Location
The valuator or buyer analyzes neighborhood locales in order to establish that
the bar matches the community’s environment. Close proximity to theaters, res
taurants, and other bars that draw nightly crowds to the area could protect the
business from rapidly changing markets and fads. Cocktail lounges located in
metropolitan areas where trends and markets change constantly could be ex
tremely risky ventures. Planned redevelopment in older areas might place the
business at risk if it is not the best and highest income-producing use of the
property.
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Cocktail Lounge Value Formula
Procedure
Step 1: Review and make a comparative analysis of income and expense for the
previous five years.
Income and Expense Summary
for Twelve Months Ending June 30
19X7

19X6

19X5

19X4

19X3

$197,007 $192,844 $175,338 $174,948 $170,991
137,285 137,288 131,247 130,247 132,141

Net sales
Cost of sales
Gross profit
Operating expenses

59,722
32,489

Net operating profit

55,556
31,626

44,091
31,554

44,701
29,550

38,850
27,103

$ 27,233 $ 23,930 $ 12,537 $ 15,151 $ 11,747

Note: Besides current-year fees (19X7), the remainder of the data is presented to show
trends and relativity.

Step 2: Adjust the balance sheet to reflect market value of tangible assets.
Balance Sheet Summary
as of June 30

Assets
Current assets
Cash
Inventory
Liquor license
Total current assets
Fixed assets
Furniture, fixtures, and
equipment (net)
Total assets
Liabilities
Tangible equity

19X6

19X7

Restated at
Market Value
on Value Date

$10,062
1,575
9,251

$10,651
1,350
9,251

$10,651
1,350
30,000

20,888

21,252

42,001

2,642

1,464

26,715

23,530
2,125

22,716
2,071

68,716
2,071

$21,405

$20,645

$66,645

Note: 19X6 is presented to show comparability and consistency.
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Step 3: Apply the formula.

Formula Valuation by Use of
Monthly Net Sales Multiplier
Net sales (fiscal year end 6/30/X7)
Average monthly net sales
Monthly multiplier

$197,007
16,417
x
7

Indicated value
Plus adjusted market value of assets
Current

114,919

Total gross value
Less liabilities

156,920
2,071

Net value of equity

42,001

$154,849
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APPENDIX B

Other Illustrative Methods
The following samples draw on financial information from a hypothetical company,
J.D. Distributors. By using a single set of financial data from the five most recent
years, the samples illustrate some of the valuation methods, other than industry
formulas, in this practice aid. The methods selected do not signify any preferential
usage.
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30
1,579,661
565,432
46,780
$2,191,873

Total assets

$ 144,594
527,570
872,249
35,248

19X1

$2,429,259

1,769,866
608,871
50,522

$ 219,993
569,776
942,029
38,068

19X2

$2,585,815

1,882,231
649,020
54,564

$ 142,731
615,358
1,083,029
41,113

19X3

19X4

$2,657,540

1,913,127
685,484
58,929

$ 315,940
578,436
974,349
44,402

Assets

J.D. Distributors
Balance Sheet
Years Ended December 31, 19X1 Through 19X5
(five most recent years)

Total current assets
Net fixed assets
Intangible assets

Current assets
Cash
Accounts receivable
Inventory
Prepaid & other expenses

Historical Financial Statements

$3,034,166

2,252,701
717,821
63,644

$ 439,744
665,202
1,099,800
47,955

19X5

$3,579,701

2,252,701
1,300,000
27,000

$ 439,744
665,202
1,099,800
47,955

Value
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984,424
$2,191,873

Total liabilities and
stockholders’ equity

10,000
65,000
909,424

Stockholders’ equity
Common stock
Additional paid-in capital
Retained earnings

Total stockholders’ equity

417,593

789,856

$ 481,847
245,320
39,568
23,121

Long-term debt

Total current liabilities

Current liabilities
Current debt
Accounts payable
Accrued expenses
Accrued income taxes

$2,429,259

1,143.266

10,000
65,000
1,068,266

431,927

854,066

$ 520,395
264,946
42,733
25,992

$2,585,815

1,199,216

10,000
65,000
1,124,216

445,177

941,422

$ 578,436
304,602
49,229
9,155

$2,657,540

1,319,151

10,000
65,000
1,244,151

475,210

863,179

$ 528,305
268,973
46,275
19,626

$3,034,166

1,562,956

10,000
65,000
1,487,956

467,881

1,003,329

$ 607,551
309.319
46,564
39,895

Liabilities and Stockholders’ Equity

$3,579,701

2,108,491

467,881

1,003,329

$ 607,551
309,319
46,564
39,895
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Capital additions
Depreciation
Owner's salary
Owner’s benefits
Interest expense, net

Additional Data for
Presentation Calculations
$ 235,000
187,117
100,000
25,000
62,961

$ 141,297

256,904
115,607

Income before income taxes
Income taxes

Net income

1,025,596

949,626

$ 263,200
219,761
125,000
28,000
76,186

$ 158,843

288,805
129,962

1,314,401

1,206,530

Gross profit
Selling, general, and administrative
expenses

3,433,966
2,119,565

$3,418,654
15,312

3,169,090
1,962,560

$3,165,420
3,670

19X2

Total revenues
Cost of sales

Revenues
Net sales
Other

19X1

55,948

$ 294,784
254,635
150,000
31,360
92,125

$

101,725
45,777

1,181,487

1,283,212

3,720,028
2,436,816

$3,692,146
27,882

19X3

J.D. Distributors
Statement of Income
Years Ended December 3 1 , 19X1 Through 19X5

$ 330,158
293,694
150,000
35,123
98,551

$ 119,935

218,064
98,129

1,110,597

1,328,661

3,480,444
2,151,783

$3,470,617
9,827

19X4

$ 369,777
337,440
200,000
39,338
118,298

$ 243,805

443,282
199,477

1,117,539

1,560,821

4,035,371
2,474,550

$3,991,210
44,161

19X5

Exhibit 3
Balance Sheet Method
1. Net worth, or book value—total stockholders’ equity
on December 31, 19X5

$1,562,956

2. Tangible net worth—total stockholders’ equity less
intangible assets on December 31, 19X5

$1,499,312

3. Economic net worth, or adjusted book value
Fair market value of net assets

$2,108,491

Goodwill (stipulated by agreement)

500,000
$2,608,491
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34
$593,148

_______ 4

148,287

28,352

$119,935

279,959

36,154

243,805

$ 2,768,288
÷
15

$ 1,399,795

_________ 5

$

19X5

Capitalization-of-cash-flow valuation

Capitalization of cash flow
Less liabilities assumed

Cash flow
Capitalization rate (25%)

Income before taxes
Depreciation
Owner’s extraordinary compensation (before tax)
Interest expense, net

2. Capitalization of cash flow

964,755
x
4

443,282
337,440
65,735
118,298

$ 2,387,810

3,859,020
1,471,210

$

$ 1,845,530

$250,416

_______ 3

83,472

27,524

$ 55,948

19X4

Capitalization-of-earnings valuation

$364,382

_______ 2_

182,191

23,348

$158,843

19X3

184,553
x
10

$160,547

160,547
1

19,250

$141,297

19X2

Exhibit 4

Weighted-average adjusted net income
Capitalization factor (price-earnings ratio)

Total weighted net income
Total weights

Weighted net income

Adjusted earnings
Weighting factor

Net income
Owner's extraordinary
compensation (after tax)

1. Capitalization of earnings

19X1

Income Statement Methods
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19X1
19X2
19X3
19X4
19X5

Average net assets

Totals

Amount
$ 984,424
1,143,266
1,199,216
1,319,151
1,562,956

Average Net Assets Year

5. Capitalization of excess earnings
Weight

15

1
2
3
4
5

÷

15

19,959,988

984,424
2,286,532
3,597,648
5,276,604
7,814,780

Total

$ 1,330,666

$

$ 2,438,050

Price-earnings valuation

2,438.05
x
10

243,805
÷ 100

24,380.50
x
100

$

Adjusted earnings per share
Number of shares outstanding

Earnings per share
Price-earnings factor

Net income
Number of shares outstanding

4. Price-earnings factor

3. Discounted cash flow (not presented)
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Capitalization-of-excess-earnings valuation

Value of intangibles (goodwill)
Fair market value of net assets

Excess earnings
Capitalization of excess earnings (20%)

Weighted-average adjusted net income (page 34)
Reasonable rate of return (10%) on average net assets

Income Statement Methods (cont.)

257,430
2,108,491

51,486
x
5

184,553
133,067

$ 2,365,921

$

APPENDIX C

Illustrative Letters
Exhibit 5

Sample Engagement Letter
John Smith, CPA
12 Third Avenue
Anytown, USA 00000
March 4, 19X6
Ms. Irma Prescott, President
Enterprises, Ltd.
1503 Poplar Street
Anytown, USA 00000
Dear Ms. Prescott:
This letter confirms the terms of our engagement and the nature of services
I will provide. I will prepare a valuation of J.D. Distributors as of December 19X5
for use in negotiating the sale of the company. I will base the valuation on the
most probable quantitative valuation and will present a range of values after
considering various general factors normally used in the process. I will rely on
the information submitted to me by J.D. Distributors and your management as
being true, correct, and complete.
If necessary and pertinent to the valuation process, you authorize me to
compile a cash flow forecast and summaries of significant forecast assumptions
and accounting policies as of December 31, 19X5, and for the five years ending
December 31, 19X0, based on the information and representations provided by
the management of J.D. Distributors as adjusted for your representations of your
financial needs. I will not express any form of assurance on the likelihood of
achieving the forecast or on the reasonableness of the underlying assumptions
and representations.
The compilation of cash flow forecast data will be presented as an appendix
to the valuation report, and the compilation is not intended to be used separately.
The cash flow forecast is management’s estimate of the most probable fi
nancial position, results of operations, and changes in cash position for the
forecast period. It is based on management’s assumptions, reflecting the most
likely set of conditions and its most likely course of action. Some assumptions
inevitably will not materialize, and unanticipated events and circumstances may
occur; therefore, the actual results achieved during the forecast period will vary
from the forecast, and the variations may be material. My report will contain a
statement to that effect.
I have no responsibility to update my report for events and circumstances
occurring after the date of my report.
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My fee for these services will be $____________ , as follows: 50 percent on
execution of this agreement and the balance on submission of my report.
Please indicate your approval of these arrangements by signing the enclosed
copy of this letter in the space provided and returning it to me.
Sincerely,

John Smith, CPA
Acknowledged by:

Irma Prescott, President
Enterprises, Ltd.
Date_____________________________
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Exhibit 6

Sample Representation Letter
for a Forecast

J.D. Distributors
64 Spring Avenue
Anytown, USA 00000
March 14, 19X6
Mr. John Smith, CPA
12 Third Avenue
Anytown, USA 00000
Dear Mr. Smith:
In connection with your compilation of the cash flow forecast of J.D. Distrib
utors as of December 31, 19X5, and for the five years ending December 31,
19X0, we make the following representations:

1. The financial forecast presents our assumptions and, to the best of our knowl
edge and belief, our estimates of the expected results of operations and
changes in cash provided by operations for the forecast period, in accord
ance with the generally accepted accounting principles expected to be used
by the company during the forecast period. These principles are consistent
with the principles that J.D. Distributors uses in preparing its historical finan
cial statements.
2. The financial forecast reflects our judgment, based on present circumstances,
of the expected conditions and our expected course of action.
3. We have made available to you all significant information that we believe is
relevant to the forecast.
4. We believe that the assumptions underlying the forecast are reasonable and
appropriate.
5. To the best of our knowledge and belief, the documents and records sup
porting the assumptions are appropriate and reliable.

Note: This letter assumes that the buyer as well as the seller participates in formulating
assumptions.
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6. We believe the forecasted results are achievable; however, the forecast may
be favorably or unfavorably affected by many unforeseeable and uncontrol
lable factors.
Sincerely,

Rex Bridges, President
J.D. Distributors
Accepted:

Irma Prescott, President
Enterprises, Ltd.
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Exhibit 7

Sample Representation Letter
for a Valuation
J.D. Distributors
64 Spring Avenue
Anytown, USA 00000
March 14, 19X6
Mr. John Smith, CPA
12 Third Avenue
Anytown, USA 00000
Dear Mr. Smith:
In connection with your valuation of J.D. Distributors as of December 31,
19X5, we confirm the following representations made to you during your valuation:
1. The five years of income tax returns (including one no-change audit report
from the IRS) are exact and complete copies of returns submitted to the IRS.
2. The financial statements submitted to you for the year ended December 31,
19X5, present the financial position, results of operations, and changes in
financia1 position of J.D. Distributors in conformity with generally accepted
accounting principles as promulgated by the authoritative literature.*
3. We have advised you of all actions taken at meetings of the stockholders,
directors, and directors’ committees that might affect the valuation.
4. All shareholders would agree to sell their stock.
5. There would be no guarantees of profitability by either the corporation or the
shareholders if the corporation were sold.
6. We have responded fully to all inquiries made by you during your valuation.
Sincerely,

Rex Bridges, President
J.D. Distributors

Irene Dover, Treasurer
J.D. Distributors

*lf the valuation date and the year-end do not coincide, an additional statement, limited to
the balance sheet and properly annotated as of the valuation date, would be mandatory.
Complete statements are necessary only if available and only if the valuation date and yearend coincide. Balance sheet data is needed in order to determine if all assets and liabilities
have been considered. A complete set of statements can assist in making the determination
but is not necessary.
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Exhibit 8

Sample Valuation Report Cover Letter
John Smith, CPA
12 Third Avenue
Anytown, USA 00000
January 18, 19X6
Ms. Irma Prescott, President
Enterprises, Ltd.
1503 Poplar Street
Anytown, USA 00000
Dear Ms. Prescott:
I have prepared a valuation report of J.D. Distributors as of December 31,
19X5. I performed review procedures on certain data necessary for the prepa
ration of the valuation, namely, earnings-per-share data, normal industry
earnings-per-share data, and net tangible asset data at date of valuation.
I have based the valuation of J.D. Distributors on the most probable quanti
tative valuation. The range presented for the valuation considers certain general
factors normally used in the process. I take no responsibility for updating this
report to reflect events and circumstances occurring after the date of the val
uation. During the valuation process J.D. Distributors management compiled data
on earnings per share and net tangible assets at the date of valuation. After
performing limited analytical review procedures on the data, I used it in preparing
the valuation report.
Had I performed additional procedures or an examination of the underlying
financial statements of J.D. Distributors in accordance with generally accepted
auditing standards, significant matters that would alter the amounts used in the
preparation of the valuation might have come to my attention.
The cash flow forecast, designated as an appendix to this report, is not an
integral part of this valuation. Its inclusion and my report on it provide information
that may be useful to your management in deciding whether to acquire the
business under consideration.
Sincerely,

John Smith, CPA
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MAS PRACTICE AIDS
MAS Small Business Consulting Practice Aids Series
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